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THE FUNCTIONINGIOE:
GOVERNMENT BONDS
THE EXAMPLE OF GREECE AND VIETNAM

by Prof. Dr. THOMAS WOLKE*

The article begins with a description of the basic functionality of government
bonds. The most important attributes of bonds and their appraisal are described
by means of present value. A number of simplifications will be carried out (e.g.
assumptions of final date yields and a flat yield curve). In practice, however, flat
yield curves are not typical. Although taking normal yield curves into consider-
ation would not pose a problem in terms of method, it would be unnecessary for
a demonstration of the central problems and would also extend and complicate
it unnecessarily. This is very similar in the case of assumptions of final date
yields.

By means of an assessment of bonds on international capital markets the sec-
ond part of the article deals with the consequences and outcomes for the Greek
government. This is followed by a short description of the EU bailout measures.
After this, a thesis as to the winners and losers of the Greek crisis follows. Fi-
nally, from the crisis in Greece, a number of recommendations for action can be
derived for Vietnam.
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tions for an action plan for Vietnam.
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1. Basic principles of government bonds

The basic principle of government bonds can
be illustrated in Figure 1 as follows:

State = Debtor

Interest payments

tional investors, public institutions and individual
investors can also purchase government bonds and
assume the role of the creditor.

Investors = Creditors

= Seller (Issuer) of
Government Bonds

Redemption

Purchase price
(Present Value)

A

= Buyers of
Government Bonds

Purchase price
(Present Value
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International
Capital Markets

Figure 1: Basic principles of government bonds

Legally this deals with the debt relationship
between the government and the buyers (in-
vestors) of bonds. The state borrows money and is
the debtor. Investors are creditors. The state is-
sues bonds to cover its financial requirements and
offers them to potential creditors on the interna-
tional credit markets. However, due to their cred-
itworthiness and reputation, numerous countries
are only able to issue bonds on their domestic
markets.

The purchase price or the present value plays
a major role. This is the price the investor is will-
ing to pay on the capital market. At the same time
the present value reflects the amount that flows
to a government from the issue. Investors provide
a government with capital, for which the state is
then liable for interest payments for the full term
of the loan and in the end for bond redemption.
The state guarantees the interest payments and
redemption with its creditworthiness, which basi-
cally reflects its country ranking.

Big commercial banks that are active interna-
tionally usually buy the largest volume of govern-
ment bonds. They are therefore the most
important creditors of these countries. This fact
will have special significance later on in this
paper. But insurance companies, other institu-

2. Features of government bonds

To begin with, a description of the most impor-
tant features of bonds is essential. These features
will be illustrated by examples of concrete figures,
including the above-mentioned simplifications.

The nominal value represents the total nomi-
nal value of the issue. The nominal value is split.
Each and every unit is referred to as the par value.
As an example: a bond has a nominal value of €1
billion and a unit of €1,000 par value. This means
that one million units will be issued in total. Cur-
rent return and repayment always correspond
with the nominal value or the par value.

The maturity of a bond is the time for which
interest is paid and at which end redemption is
carried out. The maturity is assigned the variable
“M”; a maturity of M=10 years is assumed.

Current return, also called coupon interest, is
illustrated by the variable “c”. The coupon interest
always applies for a year and is ¢ = 4% p.a. in our
example. Normally, with coupon interest, pay-
ments depend on the number of interest payments
in a year. To simplify our ex-ample, we have cho-
sen one annual interest payment. In practice half
and quarter-year payments are also typical.

There are various forms for the redemption
(variable “rd”) of a bond, e.g. by means of a draw-
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ing according to a repayment plan, at the end of the
term, etc. In our example repayment is set for the
term’s end, i.e. the nominal value of €1 billion will
be repaid in full to the creditors at the end of the
term of M=10 years.

Finally, the government has to supply collateral
for the repayment of interest. This is most often se-
cured by the creditworthiness of the state. This cred-
itworthiness is normally determined by rating
agencies. In addition the state can offer other secu-
rities such as property. In this case, one speaks of
mortgage bonds.

3. Evaluation of government bonds

Based on these features, an evaluation of the
bonds can now be undertaken with the aid of pres-
ent value. Assuming a flat interest curve (for the cal-
culation with an interest curve that is not flat see
Fabozzi, 2004), the calculation for present value (PV)
is:

M
PV=>cA+D)"+rd- 0+
m=1

Here the coupon interest ¢ is amounted in the
euro and not in percentage. For €1,000 par value
(=redemption) the coupon interest is ¢ = €40.

@
1

The variable “i” is the valuation interest. There
are various methods to determine the valuation (see
Fabozzi, 2004). It should be assumed that German
government bonds can serve as a benchmark for
this. Today, German government bonds are seen as
risk free (AAA rating). The effective annual yield is
between 2.5% and 3%. In the following we assume a
simplified interest payment of i=3% p.a. for all con-
tract periods (i.e. a flat interest curve, see above).

The present value can now be calculated for the
bond (i.e. for €1,000 par value and €1,000 redemp-
tion after 10 years):

1st year: €40 / 1.03! + 2nd year: €40 / 1.03% + 3rd
year: €40 / 1.03® + .+ 10th year: €1,040 / 1.03¥ =
€1,085.30

If applied to the par value of €1000, present value
amounts to a percentage of 108.53%. The present
value can be interpreted as follows:

Instead of €1,000 par value, an investor would be
willing to pay a present value of €1,085.30 for a bond
with a coupon of 4% p.a. For the purchase of a Ger-
man government bond he would only receive 3% p.a.
The higher 1% annual interest payment is valued

today at €85.30. The investor is only willing to pay
this higher present value if he estimates the bond
with a 4% coupon interest to be risk free.

But if the investors in capital markets anticipate
the risk, that is, for example the Greek gov-ernment
will not be able to pay back its future interest and
redemption liabilities, they will calculate a risk pre-
mium. Depending on how high they estimate this
risk to be, they may only be willing to pay 80% for
Greek government bonds.

If a course of 80% should develop on international
capital markets due to these expectations of market
participants, the buyers will achieve an effective an-
nual yield of 6.82% p.a. In this case the gap to Ger-
man government bonds is 382 basis points. The
following calculation makes this clear:

1st year: €40 / 1.0682! + 2nd year: €40 / 1.06822
+ 3rd year: €40 / 1.06823 + ..+ 10th year: €1,040 /
1.06821° = €800 = 80%

Should Greece become insolvent and if it came to
a debt moratorium with investors, the investors
could achieve a redemption quota of 61.69% (instead
of a redemption of 100%). In this case, the investors
achieve an effective annual yield of 3% p. a. (=yield
of German government bonds):

1st year: €40/ 1.03' + 2nd year: €40 / 1.032 + 3rd
year: €40 / 1.03% + ..+ 10th year: €656.88 / 1.03!° =
€800 = 80%

4. Consequences for Greece

So, if Greece were to require new money, e.g. €1
billion (for whatever reasons or intentions) the fol-
lowing would happen: At the current course on in-
ternational capital markets, Greece would have to
issue a nominal volume of €1.25 billion. This would
mean that 4% interest of €1.25 billion, or €50 mil-
lion, would be due every year; and after 10 years,
€1.25 billion would have to be repaid (compared with
Germany: only €30 million in interest and €1 billion
redemption). The vicious circle begins: higher inter-
est and redemption payments lead to higher state
debt, and this, in turn, leads to higher risk premi-
ums that investors would have to cash on the inter-
national capital markets.

Greece’s biggest creditors are French (€50 billion)
and German banks (€30 billion). So every year,
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French and German banks cash in risk premiums
of about €1.5 billion or €0.9 billion from the Greek
government.

In order to handle the imminent Greek insol-
vency, there were basically two possibilities (see also
Dullien/ Schwarzer, 2010):

1. A debt moratorium (as described above)

2. A rescue package of EU countries or the ECB

(1) There are estimates that assume that in a
debt moratorium a redemption quota of 70% would
have been sufficient to re-establish Greece’s sol-
vency. (In any case the yields of investors would
have been higher than that of German government
bonds, see above). This would have lead to amorti-
zation of French and German banks, which would
have reduced their profits respectively - a conse-
quence that could have been tolerated. A strict sav-
ings plan of the Greek government would not have
prevented this, but rather facilitated it: in order to
re-establish its credibility or its capital market via-
bility, Greece would have virtually been forced to ad-
here to a strict austerity policy by the capital
markets (Argentina is a good example of this).

(2) As is well-known in the meantime, in the case
of Greece, a rescue package was bundled for political
reasons. For the year 2010, Greece needs help from
other EU countries to the extent of €30 billion. This
aid should be granted (or has already been granted)
in the form of loans under normal market conditions
(i.e. without risk premiums). It is anticipated that
the IMF will provide additional credit amounting to
€15 billion. In total, Greece will require or expect a
credit volume of €80 billion. This second version ex-
hibits a few grave weaknesses.

On the one hand, for taxpayers European house-
holds will be put under massive pressure. Tax money
is not available for sensible purposes (investments
in education, infrastructure, redemp-tion, etc.), or it
has to be saved.

The pressure on Greece to see through a strict
austerity policy can only be induced politically (in
contrast to Argentina). This means that the success
of a Greek public restructuring depends essentially
on future political development. Future political de-
velopments depend on many incalculable factors and
consequently the success of the restructuring of state

finances.

Even if aid were granted in the form of loans, the
redemption of loans would depend on the successful
restructuring of Greece. If the restructuring is not
successful in the long term, a debt moratorium would
be more and more inevitable. If a debt moratorium
were to become unavoidable, some of the European
taxpayers’ money (in proportion to the redemption
quota, see above) would be lost forever.

5. Winners and losers of the crisis in Greece

Figure 2 shows the actors in the crisis and
their relationships to each other.

It is quite easy to see who the winners and los-
ers of the crisis are.

The winners are the investors or big banks, in
other words, Greece’s creditors. They also pocket
a high risk premium (current quotation at 80%)
for a risk which currently no longer exists. Even
if a debt moratorium were declared in the future,
they would most probably only lose a fraction of
this collected risk premium! The most significant
part of the risk premium will be paid by European
taxpayers.

The losers are therefore the big European coun-
tries or their taxpayers (Germany, France, Hol-
land), which have contributed the largest part to
the rescue package. Taxpayers are covering the
bill without the banks really being made account-
able. This is a phenomenon which has become
well-known as a consequence of the worldwide fi-
nancial crisis. To date, there seems to be no sus-
tainable collective political intent to change this.

6. Guidance for Vietnam

What guidance can be offered to Vietnam in
light of these events? The first recommendation
that can be deduced from the Greek crisis is:

(1) No issues of Vietnamese government bonds
to international capital markets

The problems for Greece rest mainly on two
pillars: to begin with insufficient domestic fiscal
discipline with respect to revenues (insufficient
and inconsistent tax collection, corruption, etc.)
and expenditures (premature pension policy for
civil servants, etc.). Secondly, the self-indulgent
financial crises on the international capital mar-

Economic Development Review - January 2011



RESEARCHES & DISCUSSIONS

International
Capital Markets

Investors

A

Tax

\

Interest and Repayments

Greek

Fees

State Budget

Salaries and Pensions

Investments

. A
Social

Contributions

Transfer Payments

Europe / EZB

Germany France

Portugal Ireland

Figure 2: Winners and losers of the crisis in Greece

kets (for details see Dullien/ Schwarzer, 2010).

Vietnam can avoid the problems of these self-
indulgent financial crises by not exposing them-
selves to the (speculative) expectations of the
players on the international capital markets! In
addition, such issues would probably only be pos-
sible in the US dollar, which would lead to an ad-
ditional currency risk. This currency risk would
most likely increase the investment costs of the
Vietnamese government (for details on this prob-
lem see Wolke, 2008).

(2) An attractive arrangement for Vietnamese
government bonds

If the issue of Vietnamese government bonds
on the domestic capital market were unsuccessful,
the Vietnamese state bank could purchase the
bonds themselves. This would ultimately entail
nothing less than printing new money with possi-
bly many negative consequences such as, among
other things, nominal devaluation of the domestic
currency, inflationary tendencies, etc. (for details
see Herr/Heine, 2003). The author of this article
would strongly discourage taking this course of ac-

tion.

A successful issue of Vietnamese government
bonds on the Vietnamese capital market presup-
poses that potential domestic investors would find
them attractive enough to purchase as an invest-
ment. At the moment Vietnam investors prefer in-
vesting in gold. This is why Vietnamese
government bonds have to be attractive enough to
be able to compete with gold. This can be achieved

if the bonds are issued with the following features:

a. A high coupon interest with quarterly inter-
est payments,

b. An end of term repayment policy in order to
process the transaction with the investors in the
most transparent fashion,

c. The possibility of terminating the buyer’s
contract at any time (repurchase of the bonds by
the Vietnamese government) at present value,

d. Issue of tranches with different terms of con-
tract (3, 7, 10, 20 years), in order to satisfy various
requirements with respect to investors’ individual
planning,

e. Collateral: one possibility would be to issue
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debentures (see 2. above), which might however
cause some legal problems in the execution. It
would be more important to install a more trans-
parent information policy for investors with re-
spect to the creditworthiness and willingness of
the Vietnamese government to repay bond issues.

In addition, there should be a ban on transfers
for all bonds. There is no apparent reason for why
buyers of bonds should be able to transfer them to
third parties. One of the many causes of the world-
wide financial crisis was the transfer of so many
asset backed securities. In the case of liquidity
problems the investor can always sell the bonds
back to the state at a fair price (present value).
There are also a number of terms of contract at
his/her disposal (see above c¢) and d)).

(3) Sufficient Information for Vietnamese in-
vestors

A new issue can only be successful if potential
Vietnamese investors are sufficiently informed
about the advantages of government bonds (see 11
above). On the other hand, this is of no real use if
investors are already convinced by other types of
investment. This refers to investing in gold!
Therefore, information about investments in gold
should be comprehensive since gold has three sig-
nificant disadvantages:

a. Gold can only be bought and sold at global
market prices. In times of crisis there is a high
demand for gold and the price goes up. But there
will certainly be times in the future when the
economy will have recovered. In such phases the
price of gold will go down, especially in compari-
son to peak times. With government bonds in-
vestors have no market price risk; instead (as long
as they sell back the bond before maturity) this
may involve some interest rate risk (for details see
Wolke, 2008).

It is also questionable whether gold will play a
role in the long-term and could therefore lose a lot
of its value. The high price of gold is achieved by
means of low global supply. In addition, high de-
mand is reached in periods of crisis. When
economies are recovering, in contrast to crude oil,
gold is not needed as a natural resource (not for
dentures and not for any other manufacturing

needs). On the demand side, in this case, gold is
only a decorative currency and venture. Although
gold jewellery will certainly continue to attract the
interest of some people, there is some doubt that
this would suffice for long-term stability of the
price of gold.

b. Gold does not deliver regular dividend pay-
outs! Yields may be realised but in this case the
gold asset would no longer be available as a crisis
currency. Government bond interest is paid out
every quarter, is at the disposal of investors, and
can be re-invested (e.g. in the case of higher in-
terest rates). Nevertheless, they remain creditors
of the Vietnamese government until the bonds ma-
ture.

c. There are substantial costs involved in ware-
housing gold. One example for this includes the
many shops that sell safes. To avoid such ware-
housing costs, gold certificates from banks could
be a viable alternative which would be linked to
the global market price, although with certificates
the investor carries a certain degree of contin-
gency risk of the issuing bank. With government
bonds, there are no warehousing or security costs!

Amongst the Vietnamese people, one can ob-
serve a degree of pride in their country (to varying
degrees). This helps to explain why the Viet-
namese have won every war in the history of the
country. The purchase of government bonds would
certainly increase the commitment of the Viet-
namese to their country far more than the pur-
chase of gold. Together with the above described
recommendations, there should not be anything to
stand in the way of a successful new issue of Viet-
namese government bondsm
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